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would be the same if A held a 49 percent in-
terest in AB and a 5 percent interest in AC. 
However, if A held more than 50 percent of 
the capital or profits interest of either AB or 
AC, the entire deduction in respect of such 
amount would be deferred under section 
267(a)(2). 

Question 4: What does the phrase in-
curred at an annual rate not in excess of 
12 percent mean as used in section 
267(e)(5)(C)(ii)? 

Answer 4: The phrase refers to inter-
est that accrues but is not includible in 
the income of the person to whom pay-
ment is to be made during the taxable 
year of the payor. Thus, in determining 
whether the requirements of section 
267(e)(5) (providing an exception to cer-
tain provisions of section 267 for cer-
tain expenses and interest of partner-
ships owning low income housing) are 
met with respect to a transaction, the 
requirement of section 267(e)(5)(C)(ii) 
will be satisfied, even though the total 
interest (both stated and unstated) 
paid or accrued in any taxable year of 
the payor taxpayer exceeds 12 percent, 
if the interest in excess of 12 percent 
per annum, compounded semi-annu-
ally, on the outstanding loan balance 
(principal and accrued but unpaid in-
terest) is includible in the income of 
the person to whom payment is to be 
made no later than the last day of such 
taxable year of the payor taxpayer. 

(98 Stat. 704, 26 U.S.C. 267; 98 Stat. 589, 26 
U.S.C. 706; 68A Stat. 367, 26 U.S.C. 1502; 68A 
Stat. 917, 26 U.S.C. 7805) 

[T.D. 7991, 49 FR 46995, Nov. 30, 1984] 

§ 1.267(a)–3 Deduction of amounts 
owed to related foreign persons. 

(a) Purpose and scope. This section 
provides rules under section 267(a) (2) 
and (3) governing when an amount 
owed to a related foreign person that is 
otherwise deductible under Chapter 1 
may be deducted. Paragraph (b) of this 
section provides the general rules, and 
paragraph (c) of this section provides 
exceptions and special rules. 

(b) Deduction of amount owed to re-
lated foreign person—(1) In general. Ex-
cept as provided in paragraph (c) of 
this section, section 267(a)(3) requires a 
taxpayer to use the cash method of ac-
counting with respect to the deduction 
of amounts owed to a related foreign 
person. An amount that is owed to a re-

lated foreign person and that is other-
wise deductible under Chapter 1 thus 
may not be deducted by the taxpayer 
until such amount is paid to the re-
lated foreign person. For purposes of 
this section, a related foreign person is 
any person that is not a United States 
person within the meaning of section 
7701(a)(30), and that is related (within 
the meaning of section 267(b)) to the 
taxpayer at the close of the taxable 
year in which the amount incurred by 
the taxpayer would otherwise be de-
ductible. Section 267(f) defines con-
trolled group for purposes of section 
267(b) without regard to the limitations 
of section 1563(b). An amount is treated 
as paid for purposes of this section if 
the amount is considered paid for pur-
poses of section 1441 or section 1442 (in-
cluding an amount taken into account 
pursuant to section 884(f)). 

(2) Amounts covered. This section ap-
plies to otherwise deductible amounts 
that are of a type described in section 
871(a)(1) (A), (B) or (D), or in section 
881(a) (1), (2) or (4). The rules of this 
section also apply to interest that is 
from sources outside the United States. 
Amounts other than interest that are 
from sources outside the United States, 
and that are not income of a related 
foreign person effectively connected 
with the conduct by such related for-
eign person of a trade or business with-
in the United States, are not subject to 
the rules of section 267(a) (2) or (3) or 
this section. See paragraph (c) of this 
section for rules governing the treat-
ment of amounts that are income of a 
related foreign person effectively con-
nected with the conduct of a trade or 
business within the United States by 
such related foreign person. 

(3) Change in method of accounting. A 
taxpayer that uses a method of ac-
counting other than that required by 
the rules of this section must change 
its method of accounting to conform 
its method to the rules of this section. 
The taxpayer’s change in method must 
be made pursuant to the rules of sec-
tion 446(e), the regulations thereunder, 
and any applicable administrative pro-
cedures prescribed by the Commis-
sioner. Because the rules of this sec-
tion prescribe a method of accounting, 
these rules apply in the determination 
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of taxpayer’s earnings and profits pur-
suant to § 1.1312–6(a). 

(4) Examples. The provisions of this 
paragraph (b) may be illustrated by the 
following examples: 

Example 1. (i) FC, a corporation incor-
porated in Country X, owns 100 percent of 
the stock of C, a domestic corporation. C 
uses the accrual method of accounting in 
computing its income and deductions, and is 
a calendar year taxpayer. In Year 1, C ac-
crues an amount owed to FC for interest. C 
makes an actual payment of the amount 
owed to FC in Year 2. 

(ii) Regardless of its source, the interest 
owed to FC is an amount to which this sec-
tion applies. Pursuant to the rules of this 
paragraph (b), the amount owed to FC by C 
will not be allowable as a deduction in Year 
1. Section 267 does not preclude the deduc-
tion of this amount in Year 2. 

Example 2. (i) RS, a domestic corporation, 
is the sole shareholder of FSC, a foreign 
sales corporation. Both RS and FSC use the 
accrual method of accounting. In Year 1, RS 
accrues $z owed to FSC for commissions 
earned by FSC in Year 1. Pursuant to the 
foreign sales company provisions, sections 
921 through 927, a portion of this amount, $x, 
is treated as effectively connected income of 
FSC from sources outside the United States. 
Accordingly, the rules of section 267(a)(3) and 
paragraph (b) of this section do not apply. 
See paragraph (c) of this section for the rules 
governing the treatment of amounts that are 
effectively connected income of FSC. 

(ii) The remaining amount of the commis-
sion, $y, is classified as exempt foreign trade 
income under section 923(a)(3) and is treated 
as income of FSC from sources outside the 
United States that is not effectively con-
nected income. This amount is one to which 
the provisions of this section do not apply, 
since it is an amount other than interest 
from sources outside the United States and 
is not effectively connected income. There-
fore, a deduction for $y is allowable to RS as 
of the day on which it accrues the otherwise 
deductible amount, without regard to sec-
tion 267 (a)(2) and (a)(3) and the regulations 
thereunder. 

(c) Exceptions and special rules—(1) Ef-
fectively connected income subject to 
United States tax. The provisions of sec-
tion 267(a)(2) and the regulations there-
under, and not the provisions of para-
graph (b) of this section, apply to an 
amount that is income of the related 
foreign person that is effectively con-
nected with the conduct of a United 
States trade or business of such related 
foreign person. An amount described in 
this paragraph (c)(1) thus is allowable 

as a deduction as of the day on which 
the amount is includible in the gross 
income of the related foreign person as 
effectively connected income under 
sections 872(a)(2) or 882(b) (or, if later, 
as of the day on which the deduction 
would be so allowable but for section 
267(a)(2)). However, this paragraph 
(c)(1) does not apply if the related for-
eign person is exempt from United 
States income tax on the amount owed, 
or is subject to a reduced rate of tax, 
pursuant to a treaty obligation of the 
United States (such as under an article 
relating to the taxation of business 
profits). 

(2) Items exempt from tax by treaty. Ex-
cept with respect to interest, neither 
paragraph (b) of this section nor sec-
tion 267 (a)(2) or (a)(3) applies to any 
amount that is income of a related for-
eign person with respect to which the 
related foreign person is exempt from 
United States taxation on the amount 
owed pursuant to a treaty obligation of 
the United States (such as under an ar-
ticle relating to the taxation of busi-
ness profits). Interest that is effec-
tively connected income of the related 
foreign person under sections 872(a)(2) 
or 882(b) is an amount covered by para-
graph (c)(1) of this section. Interest 
that is not effectively connected in-
come of the related foreign person is an 
amount covered by paragraph (b) of 
this section, regardless of whether the 
related foreign person is exempt from 
United States taxation on the amount 
owed pursuant to a treaty obligation of 
the United States. 

(3) Items subject to reduced rate of tax 
by treaty. Paragraph (b) of this section 
applies to amounts that are income of 
a related foreign person with respect to 
which the related foreign person claims 
a reduced rate of United States income 
tax on the amount owed pursuant to a 
treaty obligation of the United States 
(such as under an article relating to 
the taxation of royalties). 

(4) Amounts owed to a foreign personal 
holding company, controlled foreign cor-
poration, or passive foreign investment 
company—(i) Foreign personal holding 
companies. If an amount to which para-
graph (b) of this section otherwise ap-
plies is owed to a related foreign person 
that is a foreign personal holding com-
pany within the meaning of section 552, 
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then the amount is allowable as a de-
duction as of the day on which the 
amount is includible in the income of 
the foreign personal holding company. 
The day on which the amount is in-
cludible in income is determined with 
reference to the method of accounting 
under which the foreign personal hold-
ing company computes its taxable in-
come and earnings and profits for pur-
poses of sections 551 through 558. See 
section 551(c) and the regulations 
thereunder for the reporting require-
ments of the foreign personal holding 
company provisions (sections 551 
through 558). 

(ii) Controlled foreign corporations. If 
an amount to which paragraph (b) of 
this section otherwise applies is owed 
to a related foreign person that is a 
controlled foreign corporation within 
the meaning of section 957, then the 
amount is allowable as a deduction as 
of the day on which the amount is in-
cludible in the income of the controlled 
foreign corporation. The day on which 
the amount is includible in income is 
determined with reference to the meth-
od of accounting under which the con-
trolled foreign corporation computes 
its taxable income and earnings and 
profits for purposes of sections 951 
through 964. See section 6038 and the 
regulations thereunder for the report-
ing requirements of the controlled for-
eign corporation provisions (sections 
951 through 964). 

(iii) Passive foreign investment compa-
nies. If an amount to which paragraph 
(b) of this section otherwise applies is 
owed to a related foreign person that is 
a passive foreign investment company 
within the meaning of section 1296, 
then the amount is allowable as a de-
duction as of the day on which amount 
is includible in the income of the pas-
sive foreign investment company. The 
day on which the amount is includible 
in income is determined with reference 
to the method of accounting under 
which the earnings and profits of the 
passive foreign investment company 
are computed for purposes of sections 
1291 through 1297. See sections 1291 
through 1297 and the regulations there-
under for the reporting requirements of 
the passive foreign investment com-
pany provisions. This exception shall 
apply, however, only if the person that 

owes the amount at issue has made and 
has in effect an election pursuant to 
section 1295 with respect to the passive 
foreign investment company to which 
the amount at issue is owed. 

(iv) Examples. The rules of this para-
graph (c)(4) may be illustrated by the 
following examples. Application of the 
provisions of sections 951 through 964 
are provided for illustration only, and 
do not provide substantive rules con-
cerning the operation of those provi-
sions. The principles of these examples 
apply equally to the provisions of para-
graphs (c)(4) (i) through (iii) of this sec-
tion. 

Example 1. P, a domestic corporation, owns 
100 percent of the total combined voting 
power and value of the stock of both FC1 and 
FC2. P is a calendar year taxpayer that uses 
the accrual method of accounting in com-
puting its income and deductions. FC1 is in-
corporated in Country X, and FC2 is incor-
porated in Country Y. FC1 and FC2 are con-
trolled foreign corporations within the 
meaning of section 957, and are both calendar 
year taxpayers. FC1 computes its taxable in-
come and earnings and profits, for purposes 
of sections 951 through 964, using the accrual 
method of accounting, while FC2 uses the 
cash method. In Year 1 FC1 has gross income 
of $10,000 that is described in section 952 (a) 
(‘‘subpart F income’’), and which includes in-
terest owed to FC1 by P that is described in 
paragraph (b) of this section and that is oth-
erwise allowable as a deduction to P under 
chapter 1. The interest owed to FC1 is allow-
able as a deduction to P in Year 1. 

Example 2. The facts are the same as in Ex-
ample 1, except that in Year 1 FC1 reports no 
subpart F income because of the application 
of section 954 (b)(3)(A) (the subpart F de 
minimis rule). Because the amount owed to 
FC1 by P is includible in FC1’s gross income 
in Year 1, the interest owed to FC1 is allow-
able as a deduction to P in Year 1. 

Example 3. The facts are the same as in Ex-
ample 1. In Year 1, FC1 accrues interest owed 
to FC2 that would be allowable as a deduc-
tion by FC1 under chapter 1 if FC1 were a do-
mestic corporation. The interest owed to FC2 
by FC1 is paid by FC1 in Year 2. Because FC2 
uses the cash method of accounting in com-
puting its taxable income for purposes of 
subpart F, the interest owed by FC1 is allow-
able as a deduction by FC1 in Year 2, and not 
in Year 1. 

(d) Effective date. The rules of this 
section are effective with respect to in-
terest that is allowable as a deduction 
under chapter 1 (without regard to the 
rules of this section) in taxable years 
beginning after December 31, 1983, but 
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are not effective with respect to inter-
est that is incurred with respect to in-
debtedness incurred on or before Sep-
tember 29, 1983, or incurred after that 
date pursuant to a contract that was 
binding on that date and at all times 
thereafter (unless the indebtedness or 
the contract was renegotiated, ex-
tended, renewed, or revised after that 
date). The regulations in this section 
issued under section 267 apply to all 
other deductible amounts that are in-
curred after July 31, 1989, but do not 
apply to amounts that are incurred 
pursuant to a contract that was bind-
ing on September 29, 1983, and at all 
times thereafter (unless the contract 
was renegotiated, extended, renewed, 
or revised after that date). 

[T.D. 8465, 58 FR 237, Jan. 5, 1993] 

§ 1.267(b)–1 Relationships. 
(a) In general. (1) The persons referred 

to in section 267(a) and § 1.267 (a)–1 are 
specified in section 267(b). 

(2) Under section 267(b)(3), it is not 
necessary that either of the two cor-
porations be a personal holding com-
pany or a foreign personal holding 
company for the taxable year in which 
the sale or exchange occurs or in which 
the expenses or interest are properly 
accruable, but either one of them must 
be such a company for the taxable year 
next preceding the taxable year in 
which the sale or exchange occurs or in 
which the expenses or interest are ac-
crued. 

(3) Under section 267(b)(9), the con-
trol of certain educational and chari-
table organizations exempt from tax 
under section 501 includes any kind of 
control, direct or indirect, by means of 
which a person in fact controls such an 
organization, whether or not the con-
trol is legally enforceable and regard-
less of the method by which the control 
is exercised or exercisable. In the case 
of an individual, control possessed by 
the individual’s family, as defined in 
section 267(c)(4) and paragraph (a)(4) of 
§ 1.267 (c)–1, shall be taken into ac-
count. 

(b) Partnerships. (1) Since section 267 
does not include members of a partner-
ship and the partnership as related per-
sons, transactions between partners 
and partnerships do not come within 
the scope of section 267. Such trans-

actions are governed by section 707 for 
the purposes of which the partnership 
is considered to be an entity separate 
from the partners. See section 707 and 
§ 1.707–1. Any transaction described in 
section 267(a) between a partnership 
and a person other than a partner shall 
be considered as occurring between the 
other person and the members of the 
partnership separately. Therefore, if 
the other person and a partner are 
within any one of the relationships 
specified in section 267(b), no deduc-
tions with respect to such transactions 
between the other person and the part-
nership shall be allowed: 

(i) To the related partner to the ex-
tent of his distributive share of part-
nership deductions for losses or unpaid 
expenses or interest resulting from 
such transactions, and 

(ii) To the other person to the extent 
the related partner acquires an interest 
in any property sold to or exchanged 
with the partnership by such other per-
son at a loss, or to the extent of the re-
lated partner’s distributive share of the 
unpaid expenses or interest payable to 
the partnership by the other person as 
a result of such transaction. 

(2) The provisions of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. A, an equal partner in the ABC 
partnership, personally owns all the stock of 
M Corporation. B and C are not related to A. 
The partnership and all the partners use an 
accrual method of accounting, and are on a 
calendar year. M Corporation uses the cash 
receipts and disbursements method of ac-
counting and is also on a calendar year. Dur-
ing 1956 the partnership borrowed money 
from M Corporation and also sold property 
to M Corporation, sustaining a loss on the 
sale. On December 31, 1956, the partnership 
accrued its interest liability to the M Cor-
poration and on April 1, 1957 (more than 2 1/ 
2 months after the close of its taxable year), 
it paid the M Corporation the amount of 
such accrued interest. Applying the rules of 
this paragraph, the transactions are consid-
ered as occurring between M Corporation and 
the partners separately. The sale and inter-
est transactions considered as occurring be-
tween A and the M Corporation fall within 
the scope of section 267 (a) and (b), but the 
transactions considered as occurring be-
tween partners B and C and the M Corpora-
tion do not. The latter two partners may, 
therefore, deduct their distributive shares of 
partnership deductions for the loss and the 
accrued interest. However, no deduction 
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